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Agenda item

Assessi ng paynment adequacy and updati ng Medicare
paynments: Physician paynents, ESRD

-- Kevin Hayes, Nancy Ray

MR. HACKBARTH:. Next on the agenda is assessing paynent
adequacy. W have two pieces in this segnent. First we'll do
physi ci an paynments, and then second we'll do ESRD

DR. HAYES: Good norning. W just tal ked about input price
i ndexes. The question nowis, given a better input price index,
what do we do about updating paynents for physician services,
what do we do about replacing the sustainable gromh rate systenf
So what I'd like to do is to, first, just give you a status
report on where we are with that effort to replace the SGR
system And second, to tal k about controlling spending for
physi ci an services, which is one of the features of the existing
syst em

So just to recap where we've been with the replacenent of
the SGR system recall that the system has two goal s: accounting
for changes in the cost of providing physician services; and
second, to control spending for those services. The Comm ssion,
of course, has tal ked about a nunber of problenms with this system
but they tend to conme back to one fundanmental problem here, which
is that these two goals are inconpatible. It's difficult to try
and update paynents to nake them consistent with changes in the
cost of services when sinultaneously trying to affect the update,
nove the update up or down because spending is doing sonething
that the system doesn't all ow.

So the Comm ssion's position has been to replace the SGR
system and to essentially decouple these two goal s.

In effect what you've said is that using the update to get
the price right for physician services is nore inportant than
trying to control spending. W'Ill talk in a few m nutes about
alternatives to the SGR system for controlling spending. You're
not saying that controlling spending is uninportant, it's just
that we need to decouple those two processes.

So how do we get the price right? O course you' ve been
di scussing a way to do that which involves a two-part process:
assessi ng paynent adequacy and accounting for factors that affect
costs. So the thinking in applying this to physician services
the idea woul d be that going through that process woul d provide
the Congress with the informati on needed to nmake a paynent update
deci sion for physician services every year.

So let's tal k about what our next step will be on this
effort to replace the SGR system At the January neeting we'll
ask you to agree on answers to two questions. First, are
paynents adequate for physician services? On that topic, recal
that you addressed this issue at the Novenber neeting, |ooked at
data fromdifferent sources, data on things |like the nunber of
physi cians billing Medicare, results of the Medicare current
beneficiary survey, which includes questions about beneficiary
access to care. W also have the results of MedPAC s survey of



physi ci ans that was conducted in 1999.

So overall, if we put that information together you have
sone i dea of whether paynents were adequate in 1999. One
conclusion that could be reached fromthat information is that
paynents were not too lowin 1999.

What ' s happened since then? The nost inportant things we
know are the changes in input prices for physician services since
t hen, and we know what the paynent updates for physician services
have been. In general, or on average | should say, the change in
i nput prices has been greater than the updates.

| don't have the nunbers with ne, but ny recollection is
that the change in input prices as neasured by the MEl has been
in the nei ghborhood of 2.4 percent a year. The updates have
averaged a little bit less than 1.5 percent per year when we
include the two relatively large increases in paynent rates that
happened in 2000 and 2001, and then this nost recent schedul ed
decrease in paynent rates for 2002.

The ot her question that we would ask you to address at the
January neeting has to do with factors that will affect costs in
the comng year. |In this case, given that we're putting out a
report in March of 2002, the year of concern is 2003. The hope
woul d be that we can make an update recomendati on for 2003. W
wi |l have information on changes in input prices for physician
services for that year, and we're also now | ooking to coll ect
information on other factors that m ght be affecting costs that
woul d be relevant to that discussion.

So that's nore or less --

MR. HACKBARTH: | just wanted to ask for clarification on
the first bullet, the paynment adequacy. Wen we conpare the
actual updates with the change in input prices, how are we going
to do that in view of the previous discussion? The MEl has
i ncluded the productivity factor. W' re tal king about that
potentially not being an appropriate factor for inclusion in an
I nput price neasure.

DR. HAYES: So we woul d take the productivity adjustnment out
of the MEl for purposes of that conparison. The nunbers that |
could cite --

MR. HACKBARTH. So the difference between the 2-point-
somet hing and 1-point-sonething will get nuch | arger?

DR HAYES:. Correct.

DR REI SCHAUER | thought you'd taken that out already.
You hadn't?

DR. HAYES: No, had not. So that's what's ahead for the
January neeting.

The other points | wanted to nmake briefly just had to do
with the other goal of the SGR system which is controlling
spending. Here, as | said earlier, we're not saying that
controlling spending is uninportant by separating this function
fromthe update process. W wanted to address this issue in the
March report and | need your ideas on how to proceed with that.

The first thing to keep in mnd about controlling spending
is that to achieve that requires control of the two conponents of
spendi ng, paynment rates and the quantity and intensity of
servi ces.



In the case of controlling paynent rates, we can contrast
our current environment with what the Congress was faced with in
the late 1980s when this issue of spending control was a nuch
nore inportant issue. Then Medicare used a different paynent
nmet hod, the old, customary, prevailing and reasonabl e paynent
nmet hod based on charges for services. The feeling was that that
met hod gave physicians an incentive to raise charges, and the
assunption was that that kind of a systemwas inflationary.

The Congress replaced that paynent nmethod in 1989 with the
fee schedul e that we have today. A fee schedule that includes,
as a know, a set of relative weights, a conversion factor,
geographic adjustnments. So with a systemlike that it's
possi bl e, despite the recent volatility we've seen in paynent
rates for physician services, it is possible to control paynent
rates through the update process. So that's part of the spending

equati on.
The ot her part though, the quantity and intensity of
services is much nore difficult to control. A variety of

nmet hods, as you know, have been proposed to address this issue.
The ones that we thought were nost relevant to a di scussion about
repl acing the SGR system have to do with nethods for reducing
fraud and abuse, and reducing either overuse or m suse of
services. So l'd like to just take a second to tal k about those
two strategies and their possible inpacts on spending relative to
what we have now in the SCGR system

The way it |ooks, these alternative strategies would provide
a weaker form of spending control than what we have in the SGR
system \Wien we think about the SGR, first we can recognize that
it is certainly a nethod for controlling spending. Indeed, it's
designed to reduce spending for services. | say that, when we
t hi nk about projections of changes in spending for physician
services and contrast themw th growth in the national econony,
which is what drives the SGR spending target. Here we see a
di fference of about 0.6 percent per year. This difference
assunes that CMS actuaries are right. That growmh in the
guantity and intensity of physician services will exceed growth
in real CDP per capita.

O course, the way the SGR systemis structured, that
difference will get fed back through to paynent rates. It neans
that on average the paynent update for physician services under
this systemw || be 0.6 percentage points bel ow what ever neasure
we use for the change in input prices. In this case, the way the
systemis set up, that's the M

So we certainly have a nethod of controlling spending here
whi ch has consi derabl e strength. The question the Comm ssion has
asked though is whether this is sustainable, despite the nanme of
the system The Conmi ssion has said that a spending target based
on growh in real GDP per capita is too |low. Hence, our plan
here; one reason to replace the system

The other strategies for controlling spending would be a bit
weaker it appears. Focusing on a couple of nethods that have
been used to reduce fraud and abuse, we have coding edits, we
have docunentati on guidelines. Rough estinmates of the effects of
t hose net hods suggest that they would produce a one-tine savings



of sonmething like 1 percent of spending for physician services.
Contrast that with the yearly savings that cone out of the SGR
system and that's where we reached the conclusion that this would
be a weaker form of spending control.

The other strategy that one could consider has to do with
reduci ng overuse and m suse of services. This is a nmuch nore
difficult issue to deal with. The Agency for Heal thcare Research
and Quality is doing a lot of work in this area. Mch work to be
done. | think it's safe to viewthis as a long termeffort, and
effects of this effort would be uncertain.

So that's what we had in m nd on addressing the issue of
spendi ng control in the March report. |[If you' ve got other ideas
we'd love to hear them and wel come your comrents on all this.

MR. HACKBARTH. Kevin, just a question about the coding
edits and docunmentation guidelines. Wen we were doing the
regul atory burden report this was one of the hot topics. Are we
going to be inconsistent with what we said on the regulatory

burden? | frankly can't renenber exactly what we ended up saying
on this issue there, but --

DR. HAYES: | don't renenber any recommendati on specific to
t hese.

MR. HACKBARTH: Certainly there wasn't a reconmendati on, but
inthe text, as | recall, there was --

DR HAYES: R ght. | think the thing to point out here --

and this is sonething that we can address in the March report --
has to do with efforts to inprove the docunentati on guidelines.
That was an area of nuch, has been an area of nuch concern since
the early to md-'90s. CMS has gone through several iterations
of the guidelines and efforts are now underway to further revise
the guidelines. The Secretary has said that it's tine for the
agency, for CM5 to rethink the approach here on the guidelines.

So | think there are sone things to say. But | guess froma
spendi ng control standpoint the point to nake here is that we
have this estimte of one-tinme savings. But docunentation
gui delines of sonme formare already in place and there's a
question of whether we can expect any further savings fromthis
effort.

DR. NELSON: | want to express sone caution about
articulating these strategies as a nmeans of controlling spending.
| don't like the idea of reinforcing what | believe to be a nmyth
in Congress. That if we stanp out fraud and abuse our worries
about spending growh are going to go away. W ought to try and
elimnate fraud and abuse for the proper reasons: that it's
illegal and wong. It ought to be uncoupled fromour projections
or our efforts to control spending.

A lot of what is being purported to be abuse is indeed just
arbitrary denial of clainms because they were coded inproperly or
because they weren't docunented right. The service was
delivered; it wasn't paid for, but it wasn't necessarily abuse.
The physician or other provider just decided not to fight it.
That goes on a | ot.

The concern about overuse and m suse, what we ought to be
urging is appropriate use. It may very well be that services
will go up, because nobst of the guidelines that aren't currently



bei ng nmet deal wi th not enough i nmrunizations being given, not
enough pap snears or manmograns or ot her preventive services,
colorectal screening. As use is optimalized for the benefit of
the beneficiary it may very well be that there will be nore added
services than a reduction in overuse of services.

Sooner or |ater sonmebody in Congress is going to have to
point out that if we want to control spending we either have to
reduce the benefits, we have to pass on nore of the cost to the
beneficiary, or we have to arbitrarily put a cap on it and then
live with the consequences, as they did in the Maritinme Provinces
in Canada where in the fourth quarter of every year paynents were
reduced by half and all the doctors went to Florida. Those are
not particularly palatable things for Congress to consider, but I
don't want to reinforce nyths that sone of themare currently
[iving under.

DR RONE: As | recall our prior conversations with respect
tothis, in addition to all the factors that you nentioned,

Kevin, there have been the problemthat over the last three years
there have been two years in which there, in retrospect, appear
to have been overpaynents driven by the SGR, and that induced
what has been called by sone a correction this year, which

think it was mnus 5.4 percent or sonething along those |ines.
think we have actually heard here that it m ght be sonmewhat |ess
than that, but it canme out about a nonth after our neeting and it
was in that range.

| think when you wite up the history and the approaches and
the problens with this it would be hel pful to have sonmething in a
non-j udgnental way about these recent changes. Because you can
read all this stuff and it's not nentioned at all, and it's kind
of a pure analysis of the factors. But the fact is that it
hasn't worked. |It's not good to overpay, it's not good to
underpay, it's not good to have to catch up in one year or in a
| ar ge way.

The other thing that appears not to have worked is the
collars or the corridors in the fornmula itself. As | recal
there is a formula but it's quite wide. It's like mnus 7
percent or sonmething that the cutoff is at, so that's a pretty
big cut before you have a danping effect on this change. To
what ever extent that's accurate you m ght want to al so include
sonet hi ng about that as well.

DR. LOOP: Kevin, in that paragraph on controlling spending
you nentioned the overuse and msuse. | think in the quality
managenent chapter that preceded you there was nention by PRGCs
citing that underuse was just as bad a problemif not a bigger
one. | don't have that chapter in front of me, but you m ght
check and add a line to that. That it's not only overuse and
m suse, but underuse has to be addressed.

DR. STONERS: | was going to tal k about what Jack said so |
won't expand on it, but | do think we really need to nake a
bi gger point about how broke the current systemis. The other
thing | have a problemw th, and | know Al an has kind of alluded
to this, but this is this enphasis on fraud and abuse in this one
specific category of health care delivery when we're not trying
to control nursing hone costs or hone health costs or hospital



costs, and we know -- sort of particularly focus in on this in
one particular area | think sends a --

DR. NEWHOUSE: Ray, we had huge efforts in home health fraud
and abuse.

DR. STONERS: No, |I'msaying we do, and it is inportant in
all sectors including physician services. But to do a huge thing
in a particular chapter as the magjor way of controlling costs in
a particular segnent | think is well-overenphasi zed where we are.
| think instead of getting contrary to our regul atory burden
chapter we could maybe take this froma nore positive approach
fromour quality of care efforts that he's tal ki ng about, and
gquality inmprovenent and so forth, and then let the chips fal
where they may.

| just think this chapter could take a | ot nore positive
approach to controlling physician costs than sending the nessage
that we are about fraud and abuse.

DR REI SCHAUER | thought the other strategies part of this
was weak in the sense that these really aren't ways in which
over the long run, we can control spending in Medicare. 1'd be

in favor of us coming out and forthrightly saying that it is

i npossible to control spending in Medicare unless you're going to
control it systemni de; one. And there's no way to do this

wi t hout either underpaying, according to our mechani sm

provi ders, or increasing the burden on beneficiaries. W

shoul dn't pussyfoot around this topic.

DR. HAYES: That's sonmething that's pretty straightforward.
That's a pretty blunt statenent.

[ Laughter.]

MR. HACKBARTH. It's one of his characteristics.

DR HAYES: W'Ill work with that.

DR REI SCHAUER |'m open to sonebody saying |'mwong in
sayi ng, have you thought of, but have you thought of isn't coding
edits.

DR. ROSS: But, Bob, that was the opening slide on this,
right? There are two goals. They're inconpatible.

MR. HACKBARTH. But I, for one, like the direct way of
saying that. It has nore power the way Bob said it than it had
on the first slide. | think the powerful statenent is a usefu

one.

MR. MIULLER  Just to build on Bob's point, and it's a thene
we' ve been discussing for nonths, and obviously this comm ssion
for years. The efforts, when one |ooks at efforts to control
price and efforts to control quantity, two sinple things you
multiply to figure out what you're spending, we seemto not be
willing to take on the quantity issue very directly in the
political process because it's so politically difficult to do so.
So we do things, as Alan and Ray objected to, by saying, let's
see how nuch there is in fraud and abuse and keep finessing those
ki nd of issues.

But the broader theme -- and |I'm not saying that the
politics is going to change in any kind of powerful way, but the
broader theme of how one gets the right quantity of services
inside the programis an issue that | think has to be faced
directly, and different efforts can and should be nmade to see



what is an acceptable way of dealing with those issues rather
than trying to put them underground and thinking that it wll
somehow happen magi cally, whether through arbitrary reductions in
paynents or efforts of fraud and abuse control that may not have
that kind of effect.

So | think stating the question here nore -- and sayi ng,
there's a price issue. As you said, it's conpatible with trying
to put this all -- have a price and quantity control issue in the
same. It's not to say that what | call the quantity issue, the

use of services inside the Medicare program should be ignored by
us, but they should not be subnerged into other kinds of
mechani snms and have it be thought that sonehow it solves the
pr obl em

You then also get the kind of very perverse effects |ike an
SGR of mnus 5.4 which cones out of nowhere, for nost people who
were expecting it, and it causes the systemto -- people to think
that the systemis wong, as opposed to it becom ng a kind of net
result of having inconpatible objectives inside there. So |
woul d say, | think Bob expressed it very well, and that we should
then at sone point think about what kind of appropriate efforts
there can be on | ooking at the quantity of services inside the
Medi care program

MR. HACKBARTH: |'mgoing to get back to Bob's statement for
just a second. |[|'ve talked to sone people in Congress who, |ike
Bob, think that the cost control nechanisns outlined in the
overheads aren't adequate. They're very concerned about the
budget inplications of the policy changes that we' ve tal ked about
in the | ast segnment and this one, when you add them up, the
droppi ng of the productivity, even when you factor productivity
inlater in the analysis it's unlikely to be 1.5 percent, the
figure that we've used in the past. W're tal king about
potentially a huge, a recommendati on with huge financi al
inplications for the program here.

So they're very nmuch worried about controlling spending.
This stuff won't work. So I know |I've been asked, is there any
way that the SGR can be fixed; for exanple, to reduce the
volatility? Presumably you could come up with sonme way to do
that. | think it's very inportant that we stress Bob's point
that the other fundanental flaw, or another fundanental flaw of
this is that it applies to only one sector of the program That
is a real problemover the |onger run

So if you want to really control spending, | think you' ve
got to |l ook not just at the physician piece but at a broader
system of control.

DR. NEWHOUSE: Al though | agree with Bob, I'm concerned
about coming off with a tone that controlling spending is the

preem nent goal. | think there's a |ot of evidence that spending
could in principle be cut back at any point in tinme wthout any
real give-up on the benefit side. | think, however, the evidence

t hat the spending increase over tinme has been driven by things
that on bal ance we want to buy is conpelling to ne. Kind of in
the speaking truth to power of Bob's remarks, | think the general
stance ought to be that the expectation will be that in fact this
programw || continue to grow over tine as new i nnovati ons comne



on streamthat on bal ance cost noney but whose benefits are
greater than their cost.

DR REISCHAUER: | agree with that. But | think what we're
really questioning is whether the Congress was w se when it
deci ded that physician services should grow at per capita GDP

DR. NEWHOUSE: We've said no. Al the way back to PPRC
we' ve sai d no.

MR. HACKBARTH. O hers?

Okay, thank you, Kevin.

Next is ESRD. Nancy?

M5. RAY: | am here to discuss updating paynents for
di al ysis services for 2003. W are going to follow the sane
framewor k that you have seen several times now at this neeting.
The first conponent of the update assesses whether paynent rates
are too high or too low. The second part of the update assesses
how nmuch efficient providers' costs wll change in the next
paynent year. The update recomendation that you will be nmaking
in January represents the sumof these two conponents.

The reason that we are dwelling so nuch on our update and
our update framework, the reason that we care so nuch about it is
that we want to ensure that beneficiaries continue to gain access
to high quality care.

Now this is not the first tinme the Conm ssion has consi dered
updati ng paynments for outpatient dialysis services. ProPAC was
initially assigned this task back in the early '90s. For today's
presentation I will be presenting evidence about adequacy of
paynents. Second, | will review changes in dialysis policies
since 1999. And lastly, we will |look at estinmated cost changes
for providers in the next paynent year.

Medicare is the primary payer of dialysis services. About
91 percent of all patients are Medicare entitled. |In 2000, there
wer e roughly about 250,000 dialysis patients. Let nme just point
out that Medicare is the secondary payer for beneficiaries with
enpl oyer group health coverage during the first 30 nonths of
di al ysis treatnent.

Now the three main services that dialysis providers provide
to ESRD patients are dialysis. Medicare pays facilities a
prospective paynent, the conposite rate, for the bundle of
services which include nursing care, supplies, and certain drugs
and | ab tests.

Second, providers receive paynents for providing certain
drugs that are not included in the paynment bundle. This includes
erythropoietin, and paynent for erythropoietin is set by statute.
Provi ders al so provide other drugs other than erythropoietin |ike
intravenous iron and vitamn D and injectable antibiotics. For
t hose drugs they get paid 95 percent of AWP.

Third, dialysis patients do receive sone | aboratory tests
that are paid outside of the paynent bundl e.

Now for conposite rate services, erythropoietin and ot her
separately billable drugs, roughly the proportion of paynents
that providers receive for these services is roughly 65 percent,
according to ny cal cul ati ons, 65 percent for outpatient dialysis
servi ces, about 27 percent for erythropoietin, and 7 percent for
ot her separately billable drugs.



Now we have not included separately labs in this analysis.
That woul d required a detailed clainms analysis and we just have
not done that yet. However, fromthe SEC filing of one of the
national dialysis chains, at l|east for this one very |arge
national chain we do know that | ab services represent about 4
percent of dialysis revenues per treatnent. So it is smaller
than the separately billable drugs.

So the first question that we | ooked at is |ooking at
paynment to cost ratios for services furnished by freestanding
dialysis facilities. W' ve provided you data from 1997 to 2000.
There's a couple of points I'd |like to nmake about this graph.
Payment to cost ratio for conposite rate services continues to
decline. It went from0.98 in 1999 to 0.96 in 2000.

By contrast, paynents for separately billable drugs and
conposite rate services exceeded providers' costs by about seven
percentage points in 1997 and 1999. This is the second year now
we have tried to conpare paynents and costs for both conposite
rate services and separately billable drugs.

Now you'll notice that this graph is mssing the data point
for 2000 for separately billable drugs. W have encountered a
little bit of a problemin getting the separately billable drug
data, other than erythropoietin, fromCM5, but we're still trying
to work on that.

Now with respect to paynents and costs for erythropoietin,
that actually, we can derive that fromthe cost report. W at
MedPAC had noticed actually an issue with that cost report data.
CMS had to go back and give us another file. They have given us
additional information this week so you will have that
information for the January neeting.

A coupl e of other points | want to nake about this graph.
The costs included in this graph represent allowable costs.
Providers contend that certain of their costs are not all owabl e,
and that these costs when considered in aggregate are
substantial. So let ne just go a little bit, let ne at |east
gi ve you what | know about this issue.

Dialysis facilities are required to have a nedical director,
and the nedical director fees Medicare limts according to
reasonabl e conpensation equivalent. This was |ast updated by CMS
in May of 1997. So as it stands now, Medicare limts dialysis
facilities, the allowable cost, they can claimup to 25 percent
of a salary for a nedical director and that salary is set at
$143,400. Providers contend that that salary is too | ow

For exanple, this cones out to be, if you divide it by 2,080
hours this cones out to be about $69 an hour. They contend that
that's too low, and that instead it should be upwards to about
$250 an hour. Now facilities can claimadditional -- they can
rai se the proportion of that 25 percent if they provide witten
justification to CWVS.

Anot her issue that providers contend is that they are not
able to get paid bad debt for coinsurance and deducti bl es
associated wth separately billable drugs. Now the use of
separately billable drugs has increased steadily throughout the
1990s, so it now represents, as we've already tal ked about, a
substanti al anount of revenues for dialysis facilities.



Now on the other hand I also want to point out, however,
whi l e providers cannot cl aimbad debt for separately billable
drugs, they are paid 100 percent of their allowabl e ESRD bad debt
for conposite rate services up to their Medicare reasonable cost.
By conparison, other facility providers cannot claimup to the
full 100 percent. For exanple, it's ny understandi ng that
hospitals can only claimup to 70 percent.

So | think that we need to consider all of the allowable and
non- al | owabl e debts when | ooking at this graph and the inpact
that they nmay nmake on the |ines.

MR. HACKBARTH. Nancy, before you |leave that, cunulatively
what woul d be the inpact of their argunent, in that they say,

t hese costs should be included. Therefore, our margins go from
what to what?

M5. RAY: | don't have the margin data. Wat | do have is
that their analysis -- and again, this is their nunbers, not ny
nunbers. But allowable costs per treatnent would increase from
about -- right now all owabl e cost per treatnment is about at $8.

I f you included unrecogni zed costs like TV, transportation, and
so forth, that would raise it to about $11 per treatnent. So a
$4 difference.

If you then were to include the non-deducti bl e nedical
director fees, that would raise it from$1l1l to $17. So an
additional $6 per treatnment. Again, that's according to their
assunpti on of paying $250 per hour and then being able to -- up
to 25 percent. Now that's their nunbers. That's their analysis.

Anot her caveat about these data. These represent unaudited
data. Now you've heard this before fromus, that these data are
unaudited. But it seenmed |like throughout the '90s that the data
was getting better and better. W nmake that caveat every year.

This year, there may be a little bit of a difference this
year. Congress required CV5 to audit 100 percent of dialysis
facilities' cost reports. OCM started with the 1996 cost
reports. Now 1996 is not on this graph. However, when | ooking
at the newfile we are investigating the effect of the audit for
t he nost recent 1996 data. Qur prelimnary anal ysis suggests
that a greater proportion of facilities have been audited in this
1996 data file. So we are contacting CMS to get clarification
about this and we will report to you back about this issue in
January.

These findings | don't think necessarily suggest that the
cost base for dialysis services is too high. Sonme contend that
Medi care overpaid for dialysis for nuch of the '80s and early
into the '90s. Providers' costs for conposite rate services
seened to have caught up with Medicare's paynent rate, primarily
because Congress did not update the conposite rate between 1991
and 2000.

Lastly, both O G and the GAO have reported that paynents for
separately billable drugs and drugs paid according to 95 percent
AWP substantially exceed providers' cost. Qur data suggests that
the positive paynment margin for the separately billable drugs is
hel ping at | east some facilities to subsidize services included
in the conposite rate

We | ooked at a nunber of market factors to | ook at adequacy



of paynment. The first one is trends in per-unit cost.
Providers' cost for conposite rate services grew at about the
sanme rate as that predicted by the Comm ssion's dialysis market
basket over the 1997 to 2000 time period. Again, this is al
according to cost report data allowable cost. Providers' cost

i ncreased by about 2.2 percent on average in this tinme period.
By conparison, the market basket increased by about 2.1 percent.

Second, at the sane tinme two inportant changes have occurred

in the dialysis product. The use of injectable drugs such as
erythropoietin, iron, vitamn D, and antibiotics during dialysis
has i ncreased dramatically throughout the 1990s. For exanpl e,
total allowed charge for erythropoietin increased from $255
mllion in 1990 to well over $1 billion in the year 2000.
MedPAC s anal ysis of 1997 to 1999 clains for other injectable
drugs other than erythropoietin submtted just by freestandi ng
facilities also shows significant growth in paynents for these
services from$281 million in 1997 to $489 mllion in 1999.

| do want to point out though that these separately billable
drugs though have contributed to enhancing beneficiaries' quality
of care.

The other change I'd like to point out is that the use of
i n-center henodi al ysis has increased throughout the '90s at the
expense of hone peritoneal dialysis. This trend has occurred
even though per-unit costs for peritoneal dialysis is roughly 10
percent |ower than the costs for in-center henodi al ysis.

We | ooked at provider entry and exit. W found that the
nunber of dialysis facilities in the U S. continues to grow,
keepi ng pace with the growth in the nunber of dialysis patients.
The nunber of facilities grew by about 7 percent on average
annual |y between 1993 and 2000. This growth occurred in rural
areas. They increased slightly, the nunber of facilities grow ng
from about 23 percent to 26 percent in 2000.

One trend that's very clear is that freestanding and for-
profit facilities grew at the expense of hospital-based and not -
for-profit facilities. Freestanding facilities increased to 82
percent from 70 percent, while for-profit facilities increased to
78 percent from 61 percent during this tinme period. Dialysis
chains continue to consolidate. They are acquiring independent
facilities, and they are also partnering with other third party
payers and managed care organi zations, often to provide disease
managenent for these organizations.

Now some providers are contending that when dialysis
facilities close, the facilities that are closing tend to treat a
greater proportion of Medicare and Medicaid patients. This is
sonmething that in January we will try to look at. W'Ill try to
| ook at when facilities do close, the characteristics of those
facilities, and hopefully we will report back to you in January.

In terms of changes in the volune of services, dialysis
treatments grew steadily in this sanme tinme period between 1993
and 2000.

In terns of access to high quality care, a review of the
publ i shed literature shows no hard evidence that beneficiaries
are facing problens in obtaining needed dialysis care. Reports
of facility closings tend to be spot problens occurring in a few



areas, and they don't appear to be linked to Medicare's policies
generally. They tend to be linked to |ocal issues, such as
rising real estate prices in certain areas |like San Francisco,
shortages of technicians and nurses to staff facilities, and
state certificate of need regul ations.

Quality of care as neasured by the clinical performance
i ndi cators collected by CVM5 show conti nued inprovenents in the
quality of dialysis care as neasured by the percent of
henodi al ysis patients receiving adequate dialysis and those
suffering fromanem a

We took a brief |ook at access to capital. About 80 percent
of all dialysis facilities are for-profit, so we | ooked at their
stock price. For-profit stocks of dialysis providers have in
| arge part enjoyed positive investnment rates by financial
anal ysts over the |ast year.

Taken toget her, on bal ance not hing suggests that total
paynents to dialysis facilities are not inadequate although
Medi care's paynents for conposite rate services did not appear to
be covering providers' costs in 2000.

Now changes in outpatient policies since 1999. Congress
updat ed the conposite rate by 1.2 percent in 2000, and 2.4
percent in 2001. Current |aw does not include any update for
2002 or 2003.

The other itemon the horizon is that BIPA required CM5 to
submt a report to the Congress on revising the paynent bundl e by
br oadeni ng t he paynent bundl e and updati ng paynents for dialysis
services. This report is due to the Congress in July of 2002.

Staff did not find any evidence that should suggest that
provi ders' costs are expected to change significantly due to new
nmedi cal advances, one-tinme factors, or productivity inprovenents
in the next paynment year. | think it's probably appropriate to
assunme that costs of new nedical advances will be offset by
productivity inprovenents, as you were doing for several other
services areas.

Now CVMB has not devel oped a mar ket basket yet for outpatient
di al ysis services. They're working on that right now ProPAC
devel oped a market basket that uses information fromprice
i ndices for PPS hospitals, SNFs, and home health agencies. This
mar ket basket again predicts that providers' costs will increase
by 2.6 percent between 2002 and 2003.

Now t he other issue | would Iike to point out that may
affect providers' costs in the next paynent year is that the
manuf acturer for erythropoietin announced a price increase of 3.9
percent. This increase was announced in 2001. | do want to
poi nt out though that this price increase does not inpact
provi ders equal |y because each provider negotiates the price of
erythropoietin with the manufacturer.

So to summari ze, total paynments do not appear to be
i nadequate. Paynent to cost ratios for both conposite rate
services and separately billable drugs was on average seven
percentage points -- was 1.07 in 1999. Evidence about other
mar ket condi ti ons show no indications that paynents are not
i nadequat e.

We woul d like for you to begin your discussion about whether



any adjustnent is needed to bring the current paynent rates to
t he nost appropriate |level, and whether adjustment is needed to
account for efficient providers' cost increases in the next
paynent year.

LOOP: Let ne make one attenpt to sinplify some of this.
Erythropoietin, or EPO is used in 90 percent of the patients,
and there's a new EPO that's comng onto the market that's a | ong
durati on EPO

M5. RAY: Yes. |It's cone to ny attention, however, that
that's going to be primary nmarketed -- the information that
certain providers have told nme is that the |longer acting agent is
primarily going to be marketed to pre-ESRD pati ents and non- ESRD
pati ents, not ESRD patients.

DR LOOP: But it will catch up real quick, | would think
Anyway, |et me go on now.

If there is a better EPO, why not fold that into the base
rate?

M5. RAY: The Comm ssion has reconmmended to the Secretary
that we broaden the bundle, and HCFA is working on that study
right now | think it would certainly -- | would think that a
| onger acting EPO that only has to be given once a week woul d
certainly enhance quality of care, particularly for those
patients who are not conpliant about comng in three tines a
week, yes.

DR. LOOP: Right. If it was put into the conposite rate
that would seemto get rid of the EPO issue for a while. And if
there is an outpatient market basket, which is apparently being
devel oped, | woul d think because of the increase in technology in
this area that it should be updated every year. That would be an
i ndex that shouldn't wait five years.

Al an probably should comment on some of this, and Jack if
he's been recertified.

[ Laughter.]

DR. ROAE: | have a response to that cheap shot. | was
board certified so long ago | am grandfathered and don't have to
be recertified, to give an idea of howold | am | have a couple
guesti ons.

MR. HACKBARTH: | have Bob, then Jack, Sheil a.

DR REI SCHAUER: | actually have a clinical question for
Jack and Floyd and Alan. Listening to the presentation, Nancy,
and not really know ng anything about this and bringing nmy tools
as an econom st to it, |I hear you saying the conposite rate is
i nadequate but to sustain profitability they make it up on drugs,
on EPO and other things. So the first reaction that | would have
is, clinically, is this providing an incentive for themto use
too nuch in the way of drugs. Floyd says 95 percent of the
peopl e use EPO, but is there a question of how nmuch you use?

DR. RONE: This question has been adjudicated. W
understanding is that one of the largest firns, if not the
| argest firm was sued by Medicare and there was a settlenment in
the range of $500 million with respect to questions regarding the
overuse of certain nedications |ike EPO and certain nutritiona
suppl enent s.

So that issue has been resolved, at |least in a |ooking



backward way, and ny assunption would be that the nonitoring is
such that to whatever extent there may have been sone
overtreatnment in the past -- and |I'mnot saying there was, but
there was as settlenent. To whatever extent there nmay have been
overtreatment in the past, ny expectation is that it is carefully
noni t or ed.

We have, in our conpany, many dialysis patients as well and
we're m ndful of these incentives and carefully nonitor the
utilization of these various adjunctive treatnments. So | think
that that issue is well recogni zed, Bob

DR REI SCHAUER: What you said woul dn't make nme sl eep easy.
What it would say is, this egregious overuse is no |onger
avai |l abl e, but around the edge the incentive still is there. But
then if we go to the bundling issue the incentive turns out to be
just the opposite, which would be to stint on these. And where
you want to draw the Iine and how much regul ati on you want to do
| think is a difficult kind of issue.

But at a m ni nrum we should want the conposite rate to
reflect the costs, and what this suggests is that, and Nancy said
as nmuch, that 95 percent of the AW is overpaying for these drugs
and we' re underpaying for the conposite rate. Rebal ancing that
at least will reduce sone of the incentives. But |I have --

DR. RONE: That's right. But let nme respond also to this
once nore if I may. | think that to whatever extent Floyd's
prediction turns out to be true, that there are conpetitive
agents comng on the market with respect to EPO, that's going to

reduce expenditures. | know you don't think there are but --

M5. RAY: It's the sane manufacturer.

DR. ROAE: But there is another manufacturer in Europe that
has released, | think this week, an agent that | think wll be
Iicensed worldwi de by G axco that is a conpetitor. So | believe
it is possible that there will be additional agents. If that

happens there will be conpression of the margins with respect to
EPO, which is what they're living on now, and we'll be left with
t he i nadequate base rate. So it really that nuch nore enphasi zes
the value of the strategy that you're --

DR. REI SCHAUER: But | nean, not necessarily. If we're
paying -- EPO we have a flat anount, but these other drugs you're
payi ng 95 percent of the AWP. So fromthe standpoint of both the
manufacturer and the dialysis firm having the highest AW
possible is the way to maxi m ze everybody' s happi ness.

| have a suppl enentary question before you say I'mall wong
on that, Nancy.

M5. RAY: | just want to point out two things. Medicare's
paynent policy for erythropoietin does provide limts, does limt
-- actually it's done by the patient's hematocrit. Providers
cannot provide erythropoietin if the patient's hematocrit goes
over a certain level. So Medicare does have at |east sonme sort
of limt that way.

What we did point out, not in your mailing papers but |ast
year's report, we did point out that this separately billable
drugs are not as efficiently provided as they m ght be. For
exanpl e, erythropoietin can be provided either IV or
subcut aneously. Subcutaneously, on average, is a | ower dose, yet



you find nost patients receive the drug IV. Sone of the other
separately billable drugs there are oral fornulations. Again,
because Medi care doesn't pay for those oral formulations they're
given to the in-center patients intravenously.

So | do agree with you that broadening the bundl e could help
address these issues.

DR. REI SCHAUER: Let ne go to the second, where | am board
certified to talk. You talk about the nunber of facilities. I'm
wonderi ng how useful that is. Don't we really care about
capacity? It's sort of like counting the nunber of food stores
when sonme are ma-and-pa stores and sone are Gants. | don't know
how this industry operates, but I'd be nore concerned about the
growt h and the shrinkage of capacity than the actual nunber of
facilities.

You nentioned that you were going to do sone anal ysis of the
conposition of the beneficiaries in facilities that have cl osed
to see if they were skewed in one way or another. But | thought
| read sonmewhere that |ike over 90 percent were Medicare eligible
anyway, so how skewed can you get?

M5. RAY: The data that providers have shown ne -- and
again, this was limted to just two dialysis chains. There was a
relative small nunber of closures did show a slightly higher
percentage of patients, anong the facilities that closed, a
slightly higher percentage of patients were Medicare or Medicaid.

Now | think the one issue is, again, they did their analysis
by treatnents because they have their data broken down by
treatments. | think that's inportant because it goes back to the
MSP i ssue, whether or not Medicare is the primary payer or the
secondary payer. Now | don't have that type of data. Al | have
is whether -- | don't have the MSP information. So the MSP issue
and the fact that MSP is for the first 30 nonths for patients who
have enpl oyer group health coverage could affect these data.

M5. BURKE: The question that | had is, in the context of
determ ning a conposite rate that is in fact adequate, in
addition to EPO in addition to the other drugs which are largely
the iron and vitamn D and antibiotics as | recall, is there
anything else mssing fromthe conposite rate that we believe
needs to be taken into consideration if we in fact are going to
adj ust that base? That's ny first question. Oher than drugs,
is there a key conmponent mssing fromthe conposite rate outside?

M5. RAY: Laboratory tests. But again, we don't have the
data; | don't have the data for that yet.

M5. BURKE: So if we were to suggest as policy that we
bel i eve nore things ought to be bundled, to renove the incentive
which varies. In sonme cases, as you suggest with the case of EPO
there's a fairly clear clinical direction that has to be taken.
In the other cases it's a little nore fluid. Do we in fact have
sufficient data to base a rate on an appropriate mx? If we're
goi ng to suggest noving towards a broader conposite rate, do we
believe in fact that we have sufficient information to know what
that rate ought to be based on in ternms of the averages of cost
of this mx of services?

M5. RAY: OCMS right nowis studying that issue and | think
we woul d probably be better off waiting for CM5 to | ook at CMS' s



study on how they are envisioning to broaden the paynent bundl e.

M5. BURKE: And the timng of that is what?

M5. RAY: It's due to the Congress July of 2002.

M5. BURKE: The CMS study is due?

M5. RAY: The CMS study, right. Congress required CVS to
study --

M5. BURKE: To report, right.

M5. RAY: Not to inplenent, just to study and give them a

report about it.

M5. BURKE: So as we | ook forward to what it is that we
m ght suggest, what will we be in position to coment on in
January, given that? That we think that we ought to nove to a
broader conposite rate but we're not sure what it ought to
include? I1'mtrying to understand the framework in which we are
maki ng a decision, knowng full well we in fact don't know yet
what that rate ought to be based on because we don't have the
dat a.

M5. RAY: Right. Now |last year the Comm ssion did recomend
br oadeni ng the conposite rate bundle. For this year we are
asking, for January we are asking you to make an update
recomendation for conposite rate services only.

M5. BURKE: Absent any of these further |onger term
adjustnents. Just sinply the market basket based issues, not
whet her it's a broader bundle.

M5. RAY: Right.

DR. ROAE: A couple comments. One clinical point. Nancy,
first of all, | appreciate, I'"'msure we all appreciate your
sustained hard work in this area and your increasing body of
knowl edge about it. Just on the issue of the EPO adm nistration
It is true that if you give it subcutaneously you get a | ower
dose. Except there are two problens with that. One is it hurts.
Wiile the patient is on the dialysis nmachine you can give it
intravenously and there's no disconfort.

The second is, of course, when the patient is being dialyzed
they're anticoagulated. So if you give thema subcu injection
you run the risk of them having a henorrhage or a hematoma. So
you woul d have to give a subcu injection at another tinme when
they' re not anticoagul ated, which would nean they'd have to cone
in fromhome to get the subcu injection of the EPO

M5. BURKE: Actually, Jack, didn't we do self-admnistration
at sone point in the '80s?

M5. RAY: Medicare does pay for EPO whether it's
adm nistered in-center, at hone, whether it is self-adm nistered.

DR. RONE: So anyway, there are clinical issues here.

Secondly, | think that when we were tal ki ng about hospitals,
adequacy of hospital paynent rates yesterday we used their share
price, their corporate valuations, the creditworthiness, et
cetera, of the for-profit hospitals as a neasure of their
adequacy of paynent. So | would think just to be consistent we
m ght -- you nentioned that when you tal ked about access to
capital. But in ternms of the analysis of the adequacy of paynent
you m ght consider that sane analysis to just nake it parall el
wi th yesterday's.

Thirdly, there has been a relatively lowinflation in the



cost, and in fact one year | saw it was 1.8 percent increase in

the input costs. |I'massumng that the relatively low inflation
rate in these costs is related to increasing reuse of dialyzers,
but that's not nentioned. It would be interesting to know

whet her that in fact is the case.

M5. RAY: We presented sonme nunbers on reuse in |last year's
report, and I will go ahead and update them and present themto
you for January. But the trend has been for increasing reuse.
do want to say though that at |east frominformation providers
give ne, that there may actually be a change in that trend toward
singl e-use dialyzers in the future.

DR. RONE: | think that's true, but | don't think that's
happened yet.

Next to last, you showed data with respect to anem a, urea
reduction rates and hyperal bumanem a. They're all going in the
right direction and it looks like quality is increasing quite
dramatically, up until '98 at least which is the |last data you
show. We had been concerned a couple of years ago that what we
were seeing conpared to Europe was higher nortality rates and
that we were seeing a frequent, shorter dialyses in the United
States. There was this issue of you get paid per dialysis but
you're getting a shorter dialysis experience, so the total nunber
of hours of dialysis is less, et cetera.

So | wondered whether there had been any change in the
duration of dialysis and in the nortality rates, and how we're
doi ng conpared to Europe, if you know.

M5. RAY: First of all, conparing nortality to Europe has to

be done, | think, very carefully just because of the differences
in case mx and who gets treated and so forth. So I guess I'd
like to -- there have been studies doing that. There is actually

a |large study now being done on that. To be honest with you,
amnot current with the findings of that study, but I wll be and
present you that data in January.

Wth respect to the length of dialysis, recent trends do not

suggest that session length is decreasing. But again, | will go
and get those data, the nost current data and give those to you
in January.

DR RONE: So it's frequency, session length, total nunber
of hours of dialysis over tinme. W want to make sure we're not
churning the systemhere with paying per session for frequent,
shorter sessions.

The last point is that | note the mgration of dialysis
units away from hospitals and not-for-profit status into

freestanding and for-profit status. | think that that's not
necessarily a bad thing in any way at all. Wat this is al
about is delivering high quality care. | think that it relates

to some of the discussion we had yesterday about hospitals not
havi ng, not-for-profit hospitals at |east not having access to

capital. This is a relatively capital-intensive type of unit to
establish on the one hand.
Secondly, | think it relates to the econom es of scal e that

the |l arge corporations have, and their purchasing power and what
have you, with respect to EPO and di al yzers, et cetera. So
think that probably does explain this.



There's also a fair anmount of regulation that you m ght | ook
into, which is | think highly variable. There are still states
that have basically certificate of need type of prograns to apply
di al ysis stations, and there are other states that do not. That
m ght be an interesting thing for you to Il ook at with respect to
entry, et cetera.

Thank you, Nancy.

MR. HACKBARTH. We're down to our |ast couple m nutes here.
Did you have a comment, Floyd, directly on this?

DR LOOP: Nancy, | wanted to also if you can include three
t hi ngs because they do have sone |longer terminplications. One
is a progress and quality assessnent, because | think that's
getting better as it goes on.

The second is sone information about frequency of treatnent,
whi ch Jack nentioned, because there is a -- the nunber of
di al ysi s epi sodes per patient, | believe, is beginning to
increase. They're going towards nultiple sessions a week rather
than just once a week.

The third is, as nore popul ati ons are being dialyzed, if you
could find out what the inpact is on dialysis of nursing hone

pati ents, because | think that's increasing. | think it was Bob
that mentioned sonethi ng about capacity versus demand. As you
know, if there's a niche, sonebody is going to fill it. So
that's part of the culture of American health care. 1It's not

anyt hi ng agai nst the for-profit dialyzers.

M5. BURKE: You nentioned or you referenced the increase
again in reuse, that we're going back to the old days of reuse;
at least | renmenber themas the bad old days. | don't know
whet her or not that is something on which we ought to comment at
sonme point, whether that is sonething that people feel better
about, whether in fact that is contributing to reductions in
cost, technol ogies increase. But at least historically that was
sonmething that we viewed with a fair anount of suspicion and had
a series of real issues, at least in the '80s.

M5. RAY: | will take on the reuse issue for January.

DR. NELSON: Nancy, are the oral alternatives that you
menti oned to parenteral medications a covered benefit?

MS. RAY: No.

DR. NELSON: So one of the reasons for the recipients
getting those at the tine of dialysis would be that they' d have
difficulty affording those as an alternative, outpatient? |
guess the point that | want to make is that if indeed we want to
encourage alternatives to parenteral use, we ought to coment in
sonme fashion about the conposite rate including sone coverage for
that, for those oral alternatives.

M5. RAY: | agree with you with that, yes. Again, that goes
back to our recommendation that we nmade | ast year about
br oadeni ng the paynent bundl e.

DR. NEWHOUSE: G ven that we only have to reconmend what
we're going to do on the conposite rate what |I'm about to say may
be noot. But to the degree we get into a discussion of EPO and
EPO margins in this report I'd want to nmake sure that we try to
mai ntain consistency with the chapter we're about to tal k about
next, which is going to talk about shifting things away from AW



toward transaction prices or fee schedul es or what have you, but

in any way off AWP. | think we want to try to treat EPO
simlarly as we're going to treat outpatient technol ogy.

MR. HACKBARTH: Thanks, Nancy. W' ||l see you in January.
You'll conme with a big notebook.



